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LIQUIDITY is a term that has taken on
many different meanings in writings on eco-
nomics. This is partly because research,
discussion, and controversy have not pro-
gressed far enough to yield a generally
agreed upon definition. And judgments
differ, sometimes sharply, about the kinds of
relationships that are involved in the con-
cept of liquidity. The diffi-
culties in reaching agree-
ment are compounded by
the fact that, so far as
spending units in the econ-
omy are concerned, liquid-
ity is a subjective state; and
its attributes may vary from
person to person or from
business to business.
This paper represents a
further attempt to describe
the nature of liquidity and
to specify some of the di-
verse elements that shape
it. The term "liquidity" will be used to
refer to the whole complex of factors that
determine the extent to which assets are
readily convertible into money or to which
financial resources can be readily obtained
through borrowing. Measures of liquidity
should embody a variety of relationships.
These would be indicative of the amount
of readily convertible assets the public holds
in relation to income, spending, or other
needs; the amount of debt already incurred
that might have to be balanced against those
assets; and how readily credit is available
from financial institutions and others.
Thus, the economy's liquidity is affected
S
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by the amount of cash assets and of assets
that are convertible into cash at short no-
tice, such as savings deposits and shares,
or with comparatively little risk of capital
loss, such as short-term prime marketable
paper. It is also affected by the extent to
which public policy, custom, or shifts in eco-
nomic forces make other assets more or less
readily convertible to cash
and make loanable funds
more or less readily avail-
able as an alternative to
liquidation of assets. Li-
quidity can be enhanced,
for example, by an increase
in the volume of money and
near-money assets (whose
combined total will be re-
ferred to as "liquid assets")
in the hands of the public,
by an increase in the con-
vertibility into cash of the
stock of assets already in
existence, or by broader availability of credit.
Similarly, liquidity can be reduced through
decreases in the volume of liquid assets, re-
ductions in the convertibility of existing as-
sets into cash, or by increases in the volume
of indebtedness that may be regarded as an
offset to or early claim on cash holdings.
The liquidity of an economy can be said
to be one of the influences on decisions
to spend or save and therefore on the pace
of economic activity. It is not the only
influence, of course, nor is it necessarily
the most important one. Anticipated prof-
its, current and expected personal income,
price trends, and interest rates also affect
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economic activity. But in advanced indus-
trial countries with complex and expanding
financial markets liquidity seems to play a
significant role.
Monetary measures, and also debt man-
agement, influence the economy partly
through their effects on liquidity. On the
other hand, the public may have sufficient
liquidity to be able at times to limit or blunt
the influence of monetary actions. Thus an
understanding of what liquidity may encom-
pass, how it may arise, and how it may af-
fect spending and lending is essential in
framing public policy and in evaluating the
adequacy and relevance of monetary and
other public policy measures.
Such questions have been much discussed
in the past few years, often in connection
with the findings and views contained in the
"Radcliffe Report." * And many studies of
this country's monetary and financial system
have in one way or another stressed the im-
portance of liquidity, more particularly the
bearing on liquidity of factors other than
the supply of money.
2
Some writers have noted the long-term
increase in the amount and kind of near-
money assets, such as time deposits at com-
mercial and mutual savings banks, savings
and loan shares, savings bonds, and short-
term U.S. Government securities. Others
have emphasized the development of non-
bank financial institutions and the possibil-
ity that they can expand or contract their
lending so as to offset the impact of mone-
tary measures on the availability and cost of
credit. Still others have pointed to the be-
1 Report, Committee on the Working of the Mone-
tary System, London: H.M. Stationery Office, 1959.
For background on some of the thinking that went
into the Radcliffe Report, see R. S. Sayers, "Monetary
Thought and Monetary Policy in England" {Economic
Journal Dec. 1960, pp. 710-24).
2 See for example, E. S. Shaw and J. G. Gurley,
Money in a Theory of Finance (Washington: Brook-
ings Institution, 1960).
havior of businesses, which have come to
finance relatively more of their investments
from currently generated internal funds or
from accumulated holdings of cash and short-
term assets rather than from external credit
and to make increasing amounts of short-
term credit available to their customers.
These differences in approach serve to
emphasize the wide variety of phenomena
encompassed by the term "liquidity." As an
economy expands, liquidity tends to grow
also and to diffuse through the economic
system; and, in doing so, it takes many
forms. Diversity in financial markets and in-
struments has historically accompanied in-
creases in the amount and variety of goods
and services. Thus, a broadening of liquid-
ity is a consequence of, if not a precondi-
tion to, economic growth. Like many eco-
nomic variables it is both cause and effect.
OUTLINE OF THE DISCUSSION
Diverse and changing elements go into
determining an economy's state of liquidity.
Therefore, no single measure can adequately
represent this state throughout the economy,
though some measures, such as total liquid
assets, which can be related to the value of
output to indicate the adequacy of liquidity,
may at times serve as rough guides. In
brief, the characteristics of liquidity differ
for various economic groups and also ac-
cording to institutional, cyclical, and devel-
opmental changes in the economy.
3
;{Although his analysis does not have the same
focus as the discussion in this paper, Roland McKean
emphasized the heterogeneity of over-all liquidity in
his article, "Liquidity and a National Balance Sheet,"
{Journal of Political Economy, 57, 1949, p. 522).
"Thus the variety of possible influences and the com-
plexity of their interrelationships suggest that no single
index (such as the quantity of money, the real value of
the stock of money plus government bonds, or the
ratio of aggregate liquid assets to aggregate private
debt) can tell us as much as we need to know about
liquidity position. A study of the national balance
sheet as a whole, using several ratios or indexes, along
with national income and expenditures, is more likely
to throw light on fluctuations."
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The first part of the present paper de-
scribes significant elements that should be
taken into account in a disaggregative ap-
proach to liquidity analysis. This involves
a sector by sector analysis of the elements in
liquidity. Such an approach is needed for
two reasons: first, because the attributes and
significance of liquidity vary among eco-
nomic transactors; secondly, because short-
term assets held by one sector are short-term
debts of another, and they would tend to
cancel out unless considered separately.
The state of liquidity is influenced by
liquid assets in the hands of spending
units, principally consumers and businesses.
Many liquid assets, however, such as savings
and loan shares, are used to hold long-term
savings in addition to funds for contin-
gencies and operating purposes. Moreover,
the importance ascribed to particular liquid
assets varies from holder to holder. And
the suitability of various assets as reposi-
tories for liquidity varies with changing eco-
nomic circumstances.
The liquidity of spenders is also influ-
enced by the extent to which they have
already incurred debt, especially at short-
term, and by the availability of new credit
to them. Credit conditions, in turn, are in-
fluenced by the liquidity of banks and of
nonbank financial institutions.
In the second part, the discussion turns
to the impact of public policy, particularly
monetary measures of the Federal Reserve,
on elements of liquidity. Whether such
measures will continue to be effective will
depend on the extent to which changes in
ways of financing economic activity, with
consequent changes in the state of liquidity,
may make the economy less susceptible to
control.
The emergence of short-term and re-
deemable Government securities and savings
and loan shares has indeed added new assets
in which liquidity can be kept, ones that can
be readily used to increase spending and
that are not directly subject to conventional
monetary control. But money is still the
most liquid of assets: it is in fact indispen-
sable as an ultimate means of payment. And
time and savings deposits are also important
elements of liquidity.
Monetary authorities thus can exercise a
good deal of influence over liquidity because
they can bring about variations in the quan-
tity of currency and bank deposits in re-
sponse to economic fluctuations and to shifts
in the public's preference for other assets and
for liquidity in general. As for credit avail-
ability, monetary measures can influence the
terms and conditions on which credit is sup-
plied through their impact on the lending
potential of banks, and banks have strategic
roles in such important cyclically sensitive
markets as those for business short-term
credit, mortgages, and U. S. Government
securities. The direction and intensity of
monetary actions are influenced, however,
by the use made of near-monies and of the
lending potential of nonbank financial insti-
tutions.
THE STATE OF LIQUIDITY
The expansion of liquid assets and of non-
bank financial institutions has brought the
problem of liquidity more to the foreground
in recent years, but these factors do not ade-
quately represent all changes in the state of
liquidity that are relevant to useful analysis
of current economic conditions. For one
thing, the definition of liquid assets involves
complex problems because assets come into
being for different reasons and are used dif-
ferently by different sectors of the economy.
For another, liquidity is affected by the ex-
tent to which individuals and businesses
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have incurred or repaid debt, mainly short-
term, as an alternative to drawing down or
to building up liquid asset holdings.
These factors can be taken into account
in a sector by sector approach. Evaluation
of the economy's state of liquidity will then
depend on liquidity positions of different
spending and lending units. In the following
sections, the liquidity of important spend-
ers—consumers and business—will be dis-
cussed in terms of first their assets and sec-
ondly their short-term debt. This will be
followed by a discussion of the liquidity of
key lending units—banks and nonbank
financial institutions—for their liquidity in-
fluences the terms and conditions on which
credit is available to the spenders.
The economy's liquidity can be, and for
many practical purposes should be, analyzed
in terms of even more detailed components
than those indicated here. Its distribution
can be an important influence on the level
and pattern of economic activity. Such an
analysis involves more than just distinguish-
ing between consumers and business or be-
tween banks and other financial institutions.
It requires analysis of liquidity by, say, in-
dustrial groupings or income classes of con-
sumers. An increase in industries that are
not expanding will have different implica-
tions for economic activity than a rise in
liquidity of rapidly growing industries.
4
Such a detailed analysis, however, is not
attempted here.
Liquid assets of spenders. A liquid asset is
4 Within some range a business concern's liquidity
may have little to do with its investment plans, how-
ever, because markets in industrial countries are ordi-
narily sufficiently flexible to permit those with surplus
liquidity to lend, directly or indirectly, to groups in
less favorable positions. Although she did not take
sufficient account of the mobility of financial re-
sources, Joan Robinson, in "General Liquidity" (The
Banker, Dec. 1960, pp. 790-95), stressed the distribu-
tion of liquidity by enterprise or industry.
an asset with certain technical features—
small or no fluctuation in capital value and
ready convertibility into cash—that make it
an attractive lodgment for the operating and
contingency funds, and sometime the longer
term savings, of individuals and businesses.
Currency and demand deposits, savings de-
posits and shares, and short-term market-
able paper of the highest quality are highly
liquid assets. Shares in credit unions and
deposits with the Postal Savings System are
also liquid assets though quantitatively less
important. Moreover, U. S. savings bonds,
because of their ready redeemability, can
also be considered a liquid asset.
The classification of some assets as liquid
and some as not raises problems, however,
because all assets are liquid in some degree
through market sale or transfer of owner-
ship in exchange for cash, and a cut-off
point must be selected on grounds that are
partly arbitrary. Such a classification also
tends to blur the distinction between liquid-
ity and liquid assets, so that they come to be
considered the same thing. Not only is
liquidity made up of more elements than
liquid assets, but the liquidity of such assets
is only a part of their value to holders. A
further difficulty is that as time passes some
assets may become less liquid and others
more so.
Liquidity and liquid assets. Liquid assets
are repositories not only for savings related
to liquidity objectives but also for savings
related to long-term objectives. Savings for
liquidity would consist of funds needed for
current operating purposes—for example, to
bridge the expected time interval between
expenditures and receipts of income; funds
needed for contingencies such as sudden ill-
ness or unusual business losses; and funds
needed to take advantage of unusual oppor-
tunities for purchases of goods and services
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and of securities.
5 Liquid assets, however,
are also outlets for long-term funds that are
intended to be used at some point in the
future for such expenditures as education, a
house, retirement, or expected medical costs.
A distinction between savings that are
primarily for liquidity and savings that are
related to longer run objectives is important
even though it involves subjective consider-
ations that entail differences in degree and
difficulties in quantification. While growth
of assets that compete with money may com-
pound the difficulties of carrying out an ef-
fective monetary policy, the actions of the
holders may indicate that some liquid assets
are less competitive with money as a store
of liquidity and more competitive with assets
that are primarily a store of long-term sav-
ings. If this is true, the importance of cur-
rency and bank deposits as forms in which
the public holds liquidity has not fallen as
far as might be suggested by the increase in
holdings of other liquid assets over the past
60 years or even over the past decade.
Some notion of the relative importance of
the liquidity component in selected liquid
assets may be gained by a comparison of
their turnover rates. For example, the turn-
over rate of U.S. savings bonds (Series E
and H) averaged slightly more than .10
in the 1955-60 period, or more than once
every 10 years, the lowest rate for liquid
assets to be considered here.
6 This lends
weight to the view that holdings of these
bonds have a heavy long-term savings com-
ponent and a comparatively small liquidity
5 See J. M. Keynes, General Theory of Employ-
ment, Interest and Money (New York: Harcourt,
Brace and Co., 1936, pp. 194-96), for a discussion
of the income, business, precautionary, and specula-
tive motives for liquidity. By liquidity, however,
he means cash holdings only.
6 Some other assets sometimes considered to be
liquid, such as the cash value of life insurance policies,
would probably have a lower rate of turnover.
component. Many low income groups or
conservative investors, for instance, consider
their bonds as a repository for some part of
their long-term savings. On the other hand,
savings bonds, particularly some of those ac-
quired as gifts or through payroll deduction
plans, to some extent do represent a store
of liquidity that people will use to increase
their current spending or to take advantage
of investment opportunities. During the war
and for some years after, the liquidity com-
ponent was surely larger than at present.
The longer a savings bond has been held,
the less likely is the holder to consider it
as part of his liquid funds and the more
likely as part of his long-term savings. Un-
like marketable securities, whose yields gen-
erally decline as they approach maturity and
become more like a liquid asset, the effective
yield of a savings bond rises. Consequently,
if a savings bond has been held for some
time, the yield that would be lost if it were
redeemed before maturity may be large
enough to make holders unwilling to liqui-
date their investment.
Savings and loan shares also are likely to
have a substantial long-term savings com-
ponent. It is generally assumed that prac-
tically all savings and loan shares are held
by individuals, many of whom view these
deposits as an important part of their life-
time savings. This is also true, although
perhaps to a lesser extent, for savings de-
posits at banks.
Time deposits are held by businesses and
by State and local governments and foreign
banks and are more likely to be used for
meeting current commitments or as outlets
for working funds. Acceptance of a lower
yield on time and savings deposits than that
received on savings and loan shares can be
regarded as a cost holders are willing to bear
to obtain liquidity or convenience.
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The turnover of time and savings deposits
in banks and of shares in savings and loan
associations can be estimated by comparing
withdrawals over the year with the average
level of balances during the year. From
1955 through 1959, the turnover of savings
and loan shares was nearly .30; that is, sav-
ings shares on the average turned over some-
what less than once every three years. In
the 1950-54 period, turnover was slightly
lower.
The turnover of deposits in mutual sav-
ings banks in the last half of the 1950's was
.26, about the same as for savings and loan
associations. Although no comprehensive
information is available for commercial
banks, the turnover of their time and sav-
ings deposits was probably more frequent,
ranging perhaps from once every two
years to once a year.
7 In contrast, demand
deposits outside leading financial centers
turned over on the average from 20 to 26
times a year in the 1955-59 period.
Another type of asset, short-term market-
able securities, such as short-term U. S.
Government securities and prime short-term
commercial paper, is an important outlet
for liquid funds. Short-term Government
securities are particularly important for
business. As of the end of 1960, corporate
nonfmancial businesses held almost $20
billion of Government securities. About
three-fourths of their holdings matured
within a year, and a high proportion were
Treasury bills.*
7 About all the evidence that has been published
is summed up in the footnote on page 33 of Debits
and Clearing Statistics and Their Use (Washington:
Board of Governors of the Federal Reserve System,
1959), by George Garvy. His latest reference is to a
Chicago Federal Reserve Bank study which reported
that savings deposits at commercial banks in the Mid-
west turned over about once every two years in 1956.
Business holdings of time deposits, which probably
turnover more often, were not included.
8 Based on Treasury Survey of Ownership data.
A rough estimate of the turnover of the
nonbank public's holdings of such securities
can be obtained by comparing sales by the
nonbank public (other than brokers and
dealers) reported by dealers with average
holdings of the public. In the 1-year period
ending August 1961, the turnover rate was
about .70. This represents a lower limit
since it excludes cash redemptions and other
transactions that did not go through dealers.
If a liquid asset series is used to represent
one aspect of the state of liquidity, it may be
desirable to make the series reflect as closely
as possible those assets with the highest
liquidity content. One possibility would be
to limit the series to such items as currency,
commercial bank deposits, the shortest term
Government and private securities (3 to 6
months or possibly going out as far as 1
year), and perhaps some fraction of savings
and loan shares, mutual savings bank de-
posits, and U. S. savings bonds. Because
the use of such a fraction is likely to create
more problems than it solves, however, it is
probably better either to include or exclude
all such assets. If they are included, it
should be recognized that the amount of
liquidity held in such assets and of changes
in it will be overstated.
The growth in importance of liquid assets
can be illustrated by the fact that the
nonbank public's holdings of such assets,
as here measured,
9 rose from an average
of about 55 per cent of the value of gross
9 For illustrative purposes, readily available meas-
ures have been used in this comparison. Total liquid
assets include currency, demand deposits, time and
savings deposits, U. S. savings bonds, and marketable
Federal obligations (after 1950 only those maturing
within a year). This measure contains items, such as
long-term Federal obligations during the 1920's and
1930's, that should be excluded and excludes items,
such as prime short-term commercial paper and, dur-
ing the late 1920's, stock market call loans made in
large amounts by corporation and other nonbank
lenders, that should be included.
Federal Reserve Bulletin: October 1961LIQUIDITY AND PUBLIC POLICY 1167
LIQUID ASSETS rise faster
than GNP since 1900
MONEY SUPPLY grows less than other
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* Excludes longer term U. S. Government securities.
national product in the 1900's to almost 85
per cent in the 1950's. At the end of 1 945
they had risen to about 120 per cent of gross
national product. But in the postwar years
the public used liquidity that was excess
relative to income to buy goods and services
and new long-term securities issued by cor-
porations and by State and local govern-
ments, all items that were in short supply
during the war years. Also the liquidity of
a large volume of securities was reduced
after the Federal Reserve in 1951 discon-
tinued supporting the price of U. S. Gov-
ernment securities, a policy which it had fol-
lowed during the previous decade.
Not only has the total amount of liquid
assets expanded since the early years of the
century, but also the composition of the
total has changed. Savings bonds and short-
term U. S. Government securities, assets that
either did not exist or were comparatively
unimportant before World War II, have be-
come widely held. The proportion of sav-
ings and loan shares in the total has also
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liquidity, much of the new investment was
by persons who regarded the shares as near-
money claims rather than as long-term in-
vestment in real estate credit. This was re-
lated to the advent of Federal insurance of
savings shares.
Particularly during the postwar years,
currency and demand deposits—the money
supply as ordinarily defined—grew less
rapidly than other liquid assets, as shown in
the chart. Thus, they became a smaller pro-
portion of all liquid assets. On the other
hand, the relative amount of time deposits
at commercial banks rose, partly offsetting
the decline in the other public claims on the
banking system, as shown in the table on
the following page.
In analyzing the behavior of liquid asset
holdings by the nonfinancial public, how-
ever, consumers and businesses should be
treated separately, for at least two reasons.
First, some assets (e.g., savings shares) are
unimportant for businesses, and others (e.g.,
short-term securities) are comparatively un-
important for consumers. Second, the two
sectors differ in the importance they attach
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TABLE 1
COMPOSITION OF THE PUBLIC'S HOLDINGS OF SELECTED
LIQUID ASSETS
 X
(Percentage distribution; year-end dates)
Type of asset
Currency and demand deposits.. .
Time deposits in commercial banks
Deposits in mutual savings banks
2.
Savings and loan shares
U. S. savings bonds








































1 The holdings of banks are not included.
2 And also deposits in Postal Savings System.
3 Securities maturing within a year.
NOTE.—Details may not add to totals because of rounding.
to liquid asset holdings, in their responsive-
ness to changes in them, and in the extent
to which other factors, such as debt posi-
tions, have also to be considered in analysis
of their liquidity positions.
Also, the significance of changes in liquid
asset holdings depends on how and under
what conditions the change in holdings
CONSUMERS spend less and add more
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comes about. As shown in the chart, consum-
ers' holdings of liquid assets typically rise
in relation to income during recessions and
fall in expansions. Much of the rise results
from a tendency for consumers to place
more of their funds in liquid assets during
recessions, partly at the expense of spend-
ing. Although this tends to increase liquid-
ity and thereby helps prepare the way for
recovery, the increased preference for liquid-
ity also contributes to the recession.
Changing liquidity of assets. The liquidity
of an instrument and thus its suitability as
a repository for contingency and operating
funds are affected by underlying economic
trends. These trends may change the qual-
ity of assets, that is, make them more or less
readily convertible into cash without capital
loss or with a capital gain in terms of pur-
chasing power. Each member of the public,
in deciding on the forms in which to hold
his liquidity, is likely to base his decision
in part on his views as to probable fluctua-
tions in value of assets over the course of
short-run and moderate cycles. But the pub-
lic's asset choices may be fundamentally
altered by persistent inflationary conditions
or prolonged depression.
During an inflation, for example, the pur-
chasing power of fixed-value assets falls as
the average level of prices rises. If continu-
ing inflation is expected, the public will at-
tempt to reduce its holdings of currency and
deposits by spending more or by investing
in assets that seem likely to maintain or in-
crease their value, such as equities and real
estate. The public, in other words, may be
willing to forego liquidity to obtain expected
capital gains. And it may hold some of its
customary liquidity in what it usually would
not consider as liquidity instruments to
avoid expected capital losses. That is, it
may decide that contingency funds, for ex-
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ample, are for the time being safer in equi-
ties than in fixed value savings accounts.
WHEN INTEREST RATES RISE, people prefer
to hold less money
1951 1955 1957 1959
The public's preferences among liquid
assets, as well as between liquid and other
assets, are also influenced by changes in in-
terest rates. For example, people tend to
prefer less cash at higher interest rates, as
the accompanying chart illustrates. They
would want to hold more cash at lower in-
terest rates because less interest earnings
would have to be sacrificed to attain safety
for liquid funds.
Debt and liquidity. Just as holdings of cer-
tain assets add to a sector's liquidity, so its
short-term debt, which in part represents an
immediate claim against short-term assets,
lessens it. The ability to borrow at short-
term in order to finance current needs may
be as much a source of liquidity as is the
ability to draw down liquid assets. Thus
repayment of debt can be considered as an
expansion of liquidity since it is a restoring
of borrowing potential, while incurrence of
debt has the opposite effect.
Business, The conventional analysis of
corporate financial positions that takes into
account the relation between holdings of
liquid assets (cash and Government secu-
rities) and total current liabilities (short-
term bank debt and tax and other short-term
liabilities) is an effort to take account of the
influence of debt on liquidity positions. As
shown in the bottom part of the chart on the
next page, corporate liquidity, according to
this measure, has been declining steadily for
several years. But this decline partly reflects
the wider diffusion of credit throughout the
economy as businesses have shown an in-
creased willingness to lend at short-term to
consumers and other businesses. The avail-
ability of such credit increases the liquidity
of the economy as a whole.
The corporate liquidity ratio includes
accounts payable to other businesses as cur-
rent liabilities, but excludes accounts receiv-
able from customers from liquid assets. Re-
ceivables have grown rapidly in recent years,
as shown in the top part of the chart, while
corporate holdings of liquid assets have
changed little as corporations have made
more intensive use of available cash flows in
order to expand customer financing.
Consumer. The amount of consumers'
short-term debt has at times influenced their
willingness to spend. For example, the rapid
expansion of their short- and intermediate-
term credit in 1955 was probably a factor
in the decline of their outlays on dura-
ble goods in 1956 even though income was
rising. In general, though, consumer debt
differs from business debt in that it is less
used to meet normal current outlays and
temporary financing needs such as those
businesses have at tax and payroll dates and
at times when inventory restocking is a nec-
essary prelude to expanded production and
sales. The shorter term debt is much smaller
in relation to liquid assets for consumers
than it is for businesses.
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In recent years, however, consumers have
more and more been using short-term credit
for financing current outlays. Just as the
unused portion of a bank line of credit and
INCREASED CUSTOMER FINANCING holds down
corporate cash
Ratio scale
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the willingness of suppliers to finance cus-
tomers through book credit are important
sources of temporary funds to business, so
individuals may come to rely on charge ac-
counts, credit cards, revolving credit plans,
finance companies, and to an extent on
the loan value of life insurance policies.
Thus, while the ability to obtain short-term
credit is a less important element of con-
sumers' liquidity than it is for business at
present, it is apparently coming to play an
increasingly significant role.
The negative impact of debt on liquidity,
like the positive impact of liquid assets, will
be affected by changing economic circum-
stances. During inflationary periods rising
prices make it possible to repay debt with
less expensive dollars. Consequently the
public will not feel that a rise in debt reduces
its liquidity as much as it would normally
and thus will probably incur more debt than
it would otherwise. In a depression debt be-
comes more burdensome.
Liquidity of lenders. The ability of an
economy to provide the credit necessary to
economic activity and growth is a major fac-
tor in its liquidity. Sources of credit have
been multiplying with the rise of nonbank
financial institutions. These institutions have
been expanding more rapidly than commer-
cial banks since 1900.
1
0 Expansion has been
particularly rapid in the postwar years. Total
assets of life insurance companies increased
almost three times from December 1945
through the end of 1960, those of savings
and loan associations about nine times, and
those of noninsured pension funds almost
fifteen times. In contrast, assets of commer-
cial banks rose by only about three-fifths in
the same period. How eager financial institu-
tions will be to lend and on what terms will
partly depend on their own liquidity, in-
cluding their ability to obtain lendable funds
from the public.
The liquidity of bank and nonbank finan-
cial institutions is affected by their balance
sheet position, the amount and kind of cur-
rent inflows of funds, and the availability of
short-term credit facilities to them. Federal
Reserve operations govern the availability of
bank reserves and thereby exert a direct
effect on bank liquidity. The liquidity
of nonbank financial institutions depends
mainly on their ability to compete for the
idle cash and current savings of the public.
Holdings of cash and of Government se-
curities are one indication of an institution's
liquidity. All Government security hold-
1
0 See Raymond W. Goldsmith, Financial Interme-
diaries in the American Economy since 1900 (Prince-
ton University Press for the National Bureau of
Economic Research, 1958), especially the chart on
p. 70, for growth rates from 1900 through 1952.
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ings are liquid in some degree, but short-
term holdings maturing within, say, a year,
are most used for liquidity purposes. Insti-
tutions hold substantial amounts of longer
term issues, however. Furthermore, com-
mercial banks are often buyers and sellers
of intermediate-term securities as they ad-
just to changes in loan demand or in reserve
positions.
In part because of the nature of variations
in the public's demand for bank credit and
in part because available funds are directly
affected by countercyclical actions of the
Federal Reserve, liquid asset holdings of
commercial banks vary fairly sharply over
the cycle. They rise in recessions as loan
demand slackens and the monetary author-
ity increases the availability of bank re-
serves. In expansions liquid assets are
drawn down in order to make new loans,
as the availability of bank reserves is lim-
ited by monetary policies of restraint.
Funds are also available to banks through
short-term borrowing. Member banks of
the Federal Reserve System can obtain funds
to finance temporary reserve deficiencies by
borrowing at Federal Reserve Banks, and
these borrowings generally rise during pe-
riods of economic expansion and monetary
restraint. In periods of slack credit demand,
banks reduce such borrowings, and this is
usually their first response to a change in
monetary policy from restraint to ease. The
Federal funds market, by giving access to
excess reserves of other banks, provides
another source of short-term borrowing to
any one bank.
Readily available funds such as liquid
assets and short-term credit are the banks'
secondary line of reserves. The chart shows,
for all commercial banks, how the ratio to
demand deposits of the most cyclically vola-
tile component of such reserves, consisting
of U. S. Government securities maturing
within a year plus free reserves (excess re-
serves less member banks' borrowings from
Federal Reserve Banks), has fluctuated over
the cycle. This ratio indicates resources
that are readily available to banks for satis-
fying an increase in the demand for loans,
as well as amounts needed to meet deposit
drains. Another commonly used indicator
of bank liquidity is the loan-deposit ratio,
which shows how much of a bank's resources
have already been used to meet loan de-
mand, but this ratio does not take into ac-
count the liquidity of other assets and the
nature of deposit liabilities.
BANKS' LIQUIDITY POSITION varies
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The liquidity of banks, as well as of other
financial institutions, also depends on what
sort of assets they hold apart from cash and
Government securities. Loans to brokers
and dealers, open market paper, and bank-
ers' acceptances are important and highly
liquid elements of bank portfolios. On the
other hand, an expansion of long-term lend-
ing at the expense of short-term lending
tends to reduce bank liquidity in that there
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will be less funds flowing in through loan re-




Nonbank financial institutions have a
more stable ratio of liquid asset holdings to
liabilities than banks do, as they tend to
keep fully invested in longer term assets
over economic cycles. They have less scope
than banks for varying liquid asset holdings,
and their lending potential depends pri-
marily on the current inflow of funds from
the public. For institutions such as insur-
ance companies, therefore, liquidity may be
best indicated by comparing the inflow of
funds from new saving, debt repayment, and
earnings with outstanding commitments.
Other institutions, such as savings and loan
associations, also have regular access to
short-term credit, which can be used to sup-
plement other sources of lendable funds.
For example, advances by Federal home
loan banks provide savings and loan associa-
tions with a means of financing somewhat
analogous to Federal Reserve advances to
member banks. Such advances tend to rise
when demand for credit is strong and to be
repaid when demand eases.
Financial institutions are generally lim-
ited, however, in their ability to vary inflows
of funds in response to changing loan de-
mands. For banks, the Federal Reserve
mainly determines the inflow of new funds
by controlling the availability of reserves.
But shifts in public preferences between time
or savings and demand deposits will also
affect the inflow. If the public shifts from
1
1 As a further illustration of the complexity of
liquidity and the variability of its attributes with
changing economic circumstances, in periods of mon-
etary restraint banks have sometimes found that
longer term loans that are repaid according to an
instalment schedule are a more reliable source of
funds than nominally short-term credits, which bor-
rowers attempt to renew in order to keep themselves
in funds.
demand deposits toward time and savings
deposits, with their lower reserve require-
ments, any increase in reserves will provide
more funds for investment and thus result
in a larger inflow of total deposits to the
banking system.
Nonbank financial institutions, since they
have less scope than banks for varying their
own liquidity, must depend more than banks
do on obtaining new saving or on persuad-
ing the public to economize on holdings of
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money and to invest in claims on them. Ap-
parent limitations on the extent to which
they can do this are discussed in the next
section.
ROLE OF PUBLIC POLICY
Public policy can influence economic ac-
tivity in many ways. Changes in the size
of governmental expenditures and tax yields
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are the most direct routes, because they di-
rectly affect spending or income available
for spending. Monetary measures and debt
management have only an indirect impact
on income and spending through their influ-
ence on liquidity in the hands of or avail-
able to the public.
1
2 But they are more
flexible instruments because they can be
more continuously adapted to current eco-
nomic changes.
In general, public policy should aim to
make the supply of liquidity equal what the
demand for it would be under conditions of
high level employment and fairly stable
prices. If the supply of liquidity is more
than what is wanted at the current level of
income, the public will try to reduce it by
spending more or by investing in riskier
assets. Members of the public can do this
by drawing down liquid assets, by borrow-
ings, or by keeping less of the current flow
of income or internal funds for liquidity.
Investment in riskier assets will exert down-
ward pressure on long-term interest rates
or on market yields of equities. This pres-
sure will encourage additional spending if
rates do indeed decline, or will modify the
deterrent effect of relatively high rates on
intended spending if rates rise by less than
they would otherwise. If liquidity is less
than what is wanted, the lack will bring on
opposite reactions.
This sort of analysis has often been made
of the relationship between the conventional
money supply—currency and demand de-
posits—and economic activity. Extending
it to the relationship between liquidity and
economic activity is useful only if other
1
2 In this context debt management is interpreted
narrowly to mean a policy of altering the term struc-
ture of the Federal debt outstanding, which affects
the supply of short-term instruments to the public.
Changes in aggregate Federal debt result from changes
in governmental expenditures and tax yields.
assets bear some dependable or significant
causal relationship to economic activity or
if the amount of debt and the availability of
credit, as influenced by the liquidity of finan-
cial institutions, also affect spending. This
is basically an empirical question, and re-
cent experience and research give some
grounds for belief that these other factors
do have an independent influence.
Liquidity held by the public. Of all the
assets in which the public keeps liquidity,
the money supply has the highest liquidity
content in the sense that it is the asset of
which the highest proportion is held for
liquidity purposes. It is also, together with
time and savings deposits, the asset most
strongly influenced by Federal Reserve ac-
tivities affecting bank reserves. Thus, Fed-
eral Reserve policies have a substantial im-
pact on liquidity, despite the availability
of other assets in which liquidity can be kept.
The availability of money, relative to the
public's desire to hold cash, for instance,
may influence the flow of funds into spend-
ing, into other liquid assets, or into risky
assets.
Other liquid assets, such as savings and
loan shares and mutual savings bank de-
posits, are less sensitive than the money
supply to the impact of public measures
designed to influence the course of the
economy. Instead they respond more to
changes in economic activity, saving pro-
pensities, or in methods of financing. As
noted earlier, consumers tend to increase
their savings held in liquid assets during
recession. As to longer run changes, the
evolution of mortgage financing through
savings and loan associations was accom-
panied by the diffusion of their shares
among many individual holders. Similarly,
the large increase in Government expendi-
tures and activity during World War II en-
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tailed a tremendous expansion in the Fed-
eral debt and thus in the availability of
short-term instruments and readily redeem-
able savings bonds.
The fact that an economy's liquidity re-
sponds in part to changes in economic ac-
tivity does not mean that public policy is
limited to that extent in its ability to influ-
ence liquidity to induce desired changes in
the economy. It does mean that public au-
thorities have to distinguish between those
elements most susceptible to its influence
and those that are more a reflection of how
the economy has come to finance itself or
of its saving propensities. For example, in
recessions, the authorities would endeavor
to counteract any tendency for the public
to increase its liquidity, either through debt
repayment or through additions to liquid
asset holdings, by supplying additional li-
quidity, above and beyond what the public
wants, through the instruments over which
the Government can exert a strong influ-
ence, such as currency, bank deposits, or
short-term Government securities. How
much of an increase the authorities would
encourage would depend on the intensity
of the recession and on other factors such
as balance of payments complications. How
this increase would be reflected in holdings
of various liquid assets would depend in
part on shifting public preferences among
liquidity instruments as well as on oper-
ations of the banks in extending credit. If
over the long run the public begins to prefer
nonmoney elements of liquidity to money,
for instance, actions of monetary authori-
ties promoting economic expansion may be
accompanied by a less rapid expansion in
the stock of money than was experienced in
earlier periods but by a more rapid increase
in other instruments, such as time deposits.
Variations in the nonfinancial public's
holdings of Government securities are af-
fected by debt management and budgetary
policies, but they are also related to changes
in the money supply through the connection
between the money supply and bank demand
for securities. How this affects liquidity in
general requires analysis of the interactions
between changes in the liquidity of the public
and the liquidity of financial institutions,
particularly banks.
Banks. Measures of monetary policy have
their greatest impact on the liquidity of the
public through their direct influence on the
liquidity and lending potential of banks.
When economic activity is slackening, the
Federal Reserve System supplies reserve
funds to the banking system mainly through
open market operations. These funds will
become required reserves as the banks ex-
pand loans and investments by some multi-
ple of the newly available reserves. But some
will remain free reserves (excess reserves
less borrowings) if the banks use them to
reduce their borrowings or to increase ex-
cess reserves above their previous level.
As loans and investments expand, deposits
also expand, and the public's liquidity rises.
How great the rise will be will depend on
how much of the new reserve funds banks
use to increase their free reserves, how much
they use as a base for extending credit, and
how the public chooses to hold its deposits
as between demand and time. These imme-
diate adjustments in bank positions will be
accompanied by other changes in liquidity,
depending on how the banks' loan and in-
vestment portfolios are affected.
When economic activity and hence loan
demands are slack, banks generally build up
their holdings of short-term, and also longer
term, U. S. Government securities with newly
available reserve funds. In addition, they
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invest in State and local government issues.
In the past, when there have been large-scale
bank purchases, there have been net sales
by businesses or individuals who prefer to
hold their liquidity in money or time depos-
its when the yields on securities decline.
These shifts in assets, however, are not
completely offsetting so far as the economy's
over-all liquidity is concerned. The increase
in the public's liquidity brought about by the
expansion in money supply and time de-
posits is not completely offset by the public's
reduced holdings of Government securities.
Money holdings may make the public feel
more liquid than equivalent amounts held in
marketable securities, particularly longer
term Federal obligations or securities other
than those of the Federal Government. Fur-
thermore, so far as the economy is con-
cerned, any improvement in bank liquidity
associated with a larger money supply will
increase liquidity for the public by making
it easier to obtain credit. In sum, actions
of the monetary authorities to increase the
reserve base of banks add to the liquidity of
the nonfinancial public by increasing the
fund of liquidity held by it and by increasing
the liquidity of banks, both of which in-
crease the public's willingness to spend. The
reverse would occur if the banks' reserve
base is reduced.
Management of the public debt can limit
the effect of changes in the liquidity of banks
on the net sales or purchases of short-term
securities by the nonbank public. In reces-
sions, the authorities can borrow at short-
term to finance deficits and can refund long-
term Government securities with short-term
ones, thereby limiting the degree to which
expansion in bank liquidity is accompanied
by a net decline in the public's short-term
holdings. In expansions, a restrictive mone-
tary policy may be reinforced by retiring
maturing debt with the proceeds of budg-
etary surpluses and by refunding short-term
with long-term securities.
Nonbank financial institutions. Conven-
tional monetary measures influence the
liquidity of these institutions indirectly.
Some institutions depend primarily on banks
as sources of short-term financing. The
liquidity of sales finance companies and
mortgage companies is more susceptible to
influence in this way than that of large finan-
cial institutions, such as insurance com-
panies, pension funds, and savings and loan
associations.
Changes in the liquidity of the latter
group, including changes in the rate at
which funds flow into them, depend mainly
on changes in the level of economic activity,
in patterns of saving, and in the amount
of their loans outstanding. But monetary
policy may have some influence through the
effect of interest rate changes on capital
values of the institutions' existing security
holdings.
In expansions financial institutions can
reduce their liquid assets in order to expand
loans to the private sector. But their mar-
gin for doing this is limited, as was men-
tioned earlier, because they tend to remain
almost fully invested in long-term assets
over the course of the economic cycle. Fur-
thermore, the potential capital losses from
sales of long-term Government securities in
periods of rising interest rates may limit the
amount they are willing to sell to expand
lending to the private sector. One unde-
sirable effect of the pre-1951 Governmental
policy of pegging interest rates was that it
made long-term Government securities
highly liquid, with the result that the public,
including nonbank lenders, could hold them
without risk of price change and sell them
at will to the banking system and either
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spend the proceeds or extend further credit.
With liquidity at reduced levels and with
capital values subject to sharp fluctuations
under a flexible monetary policy, institu-
tional lenders tend to bid actively for the
idle balances held by the public in order to
expand their lending. For example, savings
and loan associations raise dividend rates
and advertise more extensively. These ac-
tions may not only attract new savings that
would not otherwise have been made but
also cause shifts of funds from currency and
idle demand deposit balances to savings and
loan shares. To the extent that new inflows
of funds come from idle cash rather than
from additional saving and less spending,
they may contribute to a more rapid turn-
over of the money supply and therefore to
inflationary pressures if the economy is near
full utilization of its resources.
Whether nonbank institutions have in
fact succeeded in inducing the public to re-
duce cash holdings during expansions, and
if so, to what extent, are questions that re-
quire further empirical study. There are
two mutually reinforcing limitations on their
ability to do so, however. (1) There is
some minimum amount of cash the public
needs to hold, and as this is approached
people become less and less willing to reduce
cash holdings; that is, they require greater
and greater incentives to draw down hold-
ings further. (2) As nonbank institutions
attempt to obtain more funds from the pub-
lic, they have to offer more attractive terms.
This increases the cost of their lending,
which in itself serves to limit borrowing.
This, in turn, limits the incentives that the
institutions are willing to offer the public in
order to make them economize on cash.
Although nonbank financial institutions
are limited in the extent to which they can
draw down their own or the public's liquid-
ity in periods of near-capacity output in the
economy, any flexibility that they have in
this respect should be taken into account
in evaluating the scale of needed monetary
actions. This would happen in the natural
course of events as monetary authorities
attempted to counterbalance inflationary
forces through pressure on bank reserves,
and these institutions would be merely one





Some of the general problems related to
liquidity have been analyzed in recent years.
There has been discussion of whether, how,
or to what extent the growth of nonbank
financial institutions and of liquid assets
generated by them and others makes it more
difficult for monetary policy to work. In
examining conditions in the United King-
dom, the Radcliffe Report made liquidity
the focus of its attention, and because of the
broadening of liquidity to include more than
money, concluded that public policy should
place more emphasis on debt management
and interest rates than on bank credit and
the supply of money. But in the process the
report was unable to develop any generally
agreed-upon concept of liquidity. As this
paper has attempted to indicate, that was
almost inevitable because of the complexity
of the issue and of the different meanings
that attach to the term liquidity for various
spending and lending units in the economy
and for changing circumstances.
1
3 Some observers have noted, however, that at some
point financial imbalances may be created that will
affect economic activity adversely. For example, the
availability of forms of credit in which banks have a
unique role as suppliers, such as the financing of in-
ventories or lines of credit related to day-to-day busi-
ness operations and needs, might conceivably be un-
duly restricted in expansions.
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In examining conditions in this country,
the report of the Commission on Money and
Credit
1
4 placed far less emphasis on liquid-
ity than the Radcliffe Report did; nor did
it conclude that changes in liquidity over
recent years had significantly militated
against the effectiveness of conventional
monetary policy. But this conclusion, valid
though it may be, was not set off against a
general analysis of the meaning and develop-
ment of liquidity.
The significance of the changing structure
of liquidity, including problems that may
arise from the growth of nonbank financial
institutions and the proliferation of liquid
assets, is still subject to considerable debate.
Up to now, however, neither practical ex-
perience nor economic research has clearly
established that the growth in this country
of additional assets and institutions, in and
of themselves, have seriously hampered pub-
lic policy in general or monetary policy more
specifically. Monetary authorities have gen-
erally been able to take account of the in-
fluence of over-all liquidity factors in weigh-
ing the direction and intensity of their ac-
tions. Furthermore, they have been able to
have a significant effect on liquidity through
their ability to exert a strong influence over
bank credit and hence over currency and
bank deposits, which are strategic compo-
nents of the liquidity state.
The expansion and diffusion of liquidity
do raise some problems for policy, and the
problems might become more urgent in the
future. In general, though, the expansion in
liquidity illustrates mainly the adaptation of
financial markets to expanding possibilities
for production and consumption.
1
4 Money and Credit: Their Influence on Jobs,
Prices, and Growth (Englewood: Prentice-Hall, Inc.,
1961).
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